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Deferred Compensation 
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Presented before the Oklahoma Tax Accounting Conference, 
University of Oklahoma, Norman, Okla. — November, 1955 
The heavy impact of income taxes on compensation for personal 
services in recent years has led business men to seek ways and means 
of increasing income remaining after taxes for their key employees and 
executives. Like almost all other tax savings plans, deferred compen-
sation plans seek to minimize the tax load in one of two ways, which 
are as follows: 
1. By avoiding the bunching of earnings in a relatively short 
period of years and by spreading the compensation over a 
longer period, thereby bringing the annual earnings into lower 
surtax brackets; or 
2. By converting some portion of the employee's reward for his 
services into capital gains. 
The Internal Revenue Code of 1954 contains a subchapter relating 
to deferred compensation (Chapter 1, Subchapter D). The sections con-
tained in this subchapter relate to two general types of deferred com-
pensation plans: (1) pension, profit-sharing and stock bonus plans, and 
(2) employee stock option plans. 
Your program committee has asked that I give special emphasis 
in my remarks to employee stock options, so let us begin with a consid-
eration of this type of deferred compensation plan. 
E M P L O Y E E STOCK OPTIONS 
Granting stock options to key employees is a widely used form of 
deferred compensation. F rom the standpoint of the employer, a stock 
option plan is attractive because it encourages key employees to acquire 
a financial interest in the business and provides them with an added in-
centive to work for the improvement of the business so that the value of 
their investment may be increased. F rom the standpoint of the em-
ployee, a stock option plan is most attractive if no tax is incurred at 
date of grant or exercise and if the full tax benefits of long-term capital 
gains are obtained upon sale of the stock. 
At the present time, the tax practitioner must distinguish between 
two general types of stock options. On the one hand, there is the res-
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tricted stock option. This is an option which meets the statutory re-
quirements of Section 421 of the Internal Revenue Code of 1954 (or its 
predecessor, Section 130 A of the 1939 Code). A restricted stock option 
results in no deduction to the employer. No income is realized by the 
employee at date of grant or exercise, and capital gains benefits are 
generally available upon sale of the stock. On the other hand, there is 
the non-restricted stock option. This is an option which does not meet 
the statutory requirements of Section 421 and the tax consequences of 
such options under the present state of the law are far from clear. 
Historical Development 
A word concerning the historical development of the law relating 
to stock options may prove helpful to an understanding of the present 
state of the law. 
Pr ior to the year 1945 the law relating to employee stock options 
appears to have been less controversial than it is today. In this period 
both the Commissioner of Internal Revenue and the courts adopted the 
view that: 
"The principal question in nearly every employee stock option 
case is whether the option was given as compensation for serv-
ices or whether it was given to enable the employee to acquire 
a proprietary interest in the business. For several years, the 
spread between the option price and the value of the stock at 
the time the option was granted was the chief determinant of this 
question. An option price that was appreciably lower than the 
value of the stock was considered as an important indication 
that the option was intended as compensation. On the other 
hand, the absence of such a spread was an indication that the 
option was not so intended." (1954 Prentice-Hall Federal Tax 
Service, Paragraph 7790). 
On February 26, 1945 the Supreme Court rendered its decision in 
the case of Commissioner v. Smith (324 U.S. 177, 33 A . F . T . R . 581), and 
the state of the law was abruptly changed. In this case, the employer 
gave Smith an option to purchase stock in another corporation controlled 
by it. The value of the stock at date of grant did not exceed the option 
price. The taxpayer admitted that the option was intended as compen-
sation. The Court held that Smith had received compensation for serv-
ices to the extent that the fair market value of the stock on the date the 
option was exercised exceeded the option price. In its opinion the Court 
stated: 
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"Section 22 (a) of the Revenue Act is broad enough to include in 
taxable income any economic or financial benefit conferred on 
the employee as compensation, whatever the form or mode by 
which it is effected." 
There was no finding in the Smith case that the option had value 
at the date of grant, although this possibility was suggested in the 
opinion. 
On Apr i l 12, 1946 the Commissioner amended his regulations by 
T.D. 5507 and issued I.T. 3795 (Cumulative Bulletin 1946-1, pages 18 
and 15). By this action the Commissioner took the position that: 
"If an employee receives an option on or after February 26, 
1945, to purchase stock of the employer corporation, or of an 
affiliate of the employer corporation , and the employee 
exercises such option, the employee realizes taxable income 
by way of compensation on the date upon which he receives the 
stock to the extent of the difference between the fair market 
value of the stock when it is received and the price paid 
therefore". 
I.T. 3795 cited the Smith case and abandoned the historical dis-
tinction between stock options which are intended as compensation and 
those which are intended to grant a proprietary interest. 
The Commissioner's amended regulations were severely cr i t i -
cized on the grounds that they went beyond the decision in the Smith 
case. Finally, in the Revenue Act of 1950, Section 130 A was added to 
the Internal Revenue Code of 1939 to provide special statutory rules 
concerning the tax consequences of restricted stock options. This sec-
tion, as amended, appears at Section 421 of the 1954 Code. 
Statutory Definition of Restricted Stock Options 
Section421 draws no distinction between options which are intended 
as compensation and options which are intended to convey a proprietary 
interest. A restricted stock option may be granted "to an individual for 
any reason connected with his employment". A restricted stock option, 
issued after the effective date of the 1954 Code, however, must comply 
with certain technical requirements, which may be outlined as follows: 
1. The option must be granted by the employer corporation or 
its parent or subsidiary corporation. Ownership of 50% of the 
voting rights constitutes a sufficient chain of control for this 
purpose to create a parent-subsidiary relationship. 
2. The option must relate to stock of the employer corporation, 
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its parent, or subsidiary. 
3. The option price must be at least 85% of the fair market value 
of the stock at the date the option was granted. Variable-price 
options are permissible if "the value of the stock at any time 
during a period of 6 months which includes the time the option 
is exercised" is the only variable in the formula and if the for-
mula if applied at date of grant would have produced an option 
price which was at least 85% of the fair market value of the 
stock at that time. 
4. The option may not be transferable by the employee during 
his lifetime and must be exercisable during his lifetime only by 
him. 
5. The option must be exercisable only within a period of not 
more than 10 years from date of grant. 
6. The employee, at date of grant, may not own more than 10% 
of the combined voting power of all classes of stock of the em-
ployer or its parent or subsidiary corporation. This restriction 
does not apply if the option price is at least 110% of the fair 
market value of the stock on date of grant and if the option must 
be exercised within a period of 5 years from date of grant. For 
the purpose of the 10% limitation, the employee is considered 
to own stock owned by his brothers, sisters, spouse, ancestors, 
and lineal descendants including the proportionate share of stock 
owned by a corporation, partnership, estate, or trust in which 
he or they have a beneficial interest. 
A new provision in the Internal Revenue Code of 1954 makes it 
possible for employee stock option rights to be preserved where a 
"merger, consolidation, acquisition of property or stock, separation, 
reorganization, or liquidation" occurs. For this to be accomplished, 
the value of the new or modified option issued after the corporate 
change must be no greater than the value of the option before such 
change. The aggregate spread between the market value and the cost 
to the employee of the shares covered by the option is the measure of 
its value. Also, the new or modified option may not confer additional 
benefits on the employee. 
Where an option is modified, extended, or renewed, such action 
is considered as the granting of a new option, but the fair market value 
of the stock for the purpose of computing the 85% limitation is the 
highest of three amounts: (1) value at date of original grant, (2) value 
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at date of modification, extension, or renewal, and (3) value at date of 
any intervening modification, extension, or renewal. The Internal Re-
venue Code of 1954 permits an exception to this rule if for a period of 
12 consecutive months preceding the modification, extension, or re-
newal the average value of the stock is less than 80% of the value at 
date of original grant or intervening modification, whichever is the 
higher. This exception is intended to permit a reduction in option price 
where a substantial and prolonged decline in value of the stock has 
occurred. 
Tax Consequences of Restricted Stock Options 
The exercise of a restricted stock option during employment or 
within 3 months after the termination thereof does not result in taxable 
income to the employee or a deduction to the employer, if the employee 
does not make a disposition of the stock within 6 months from date of 
exercise or within 2 years from date of grant. 
A disposition of the stock may take the form of a sale, an ex-
change, a gift, or a transfer of legal title. It does not, however, include 
transfers "from a decedent to an estate or transfers by bequest or in-
heritance". Nor does it include "a mere pledge or hypothecation" of the 
stock or non-taxable exchanges under certain sections of the Code. A c -
quisition of a share in joint tenancy does not constitute a disposition but 
the termination of a joint tenancy constitutes a disposition except to the 
extent that the employee acquires ownership of the stock. 
If the employee disposes of the stock within 6 months from the 
date of purchase or 2 years from the date the option was granted, the 
employee is taxed on any income realized as if it had not been a re-
stricted stock option. Based on the Commissioner's position, as ex-
pressed in IT 3795 (CB 1946-1, page 15), the employee would realize 
ordinary income to the extent that the fair market value of the stock on 
date of exercise exceeded the option price. Such gain would be added 
to the basis of the stock for determining gain or loss on sale. Under 
the Internal Revenue Code of 1954 any income resulting from premature 
disposition of the stock is taxed in the year in which the disqualifying 
disposition occurs rather than in the year in which the option is exer-
cised. Any deduction by the employer would be allowable in the same 
year. 
If the employee holds the stock for the required period, the tax 
consequences to him depend upon the relationship between the option 
price and fair market value at date of grant. 
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If the option price was 95% or more of the value at date of grant, 
the entire gain from a sale or exchange of the stock is a long-term 
capital gain. 
If, however, the option price was between 85 and 95% of value at 
date of grant, a disposition whether by sale, exchange, gift, or other-
wise may give rise to ordinary income which is regarded as compen-
sation for services. To determine the amount of such compensation, 
the option price is deducted from the value of the stock at the date the 
option was granted or from the value of the stock at the time of dis-
position, whichever is the lesser. If a variable-price stock option is 
involved, the measure of the compensation is the lesser of (1) the excess 
of the value at time of disposition over the option price or (2) the excess 
of the value at date of grant over the option price which would have been 
paid if the option had been exercised at date of grant. Any amount 
which is thus reported as compensation for services is added to the 
basis of the stock for the determination of gain or loss upon sale. The 
employee would be entitled to long-term capital gain benefits on the sale. 
If an employee dies while owning stock which has been acquired 
under an 85 - 95% stock option, income from compensation is to be re-
ported in his final return as if he had made a disposition on the date of 
his death. If an employee dies while owning stock which was acquired 
under a 95% or higher stock option, no income results. 
If a restricted stock option is exercised by the employee's estate 
or by a person acquiring the option by bequest or inheritance, the tax 
benefits of the restricted stock option are available to such estate or 
person. The requirement that the stock be held for 2 years from the 
date the option was granted and 6 months from the date it was exercised 
does not apply in such cases. Nor does the requirement that the option be 
exercised within 3 months after the termination of employment. Any 
transfer by an estate of stock acquired by it under an 85 - 95% stock 
option constitutes a disposition which may give rise to compensation 
income. The compensation income thus taxed to an estate or an heir is 
reported as income in respect of the decedent and a deduction for the 
estate tax paid on the value of the compensation element of the re-
stricted stock option is allowed. Long-term capital gain benefits would 
be available upon sale of the stock, provided it had been held for more 
than 6 months. 
Non-Restricted Stock Options 
Where stock is acquired under options which do not comply with 
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the restrictions of Section 421, the Commissioner, as has been pre-
viously stated, takes the position that ordinary income is realized to the 
extent that the market value of the stock at date of exercise exceeds the 
option price. A deduction is allowed to the employer in the same amount. 
The courts, however, have not followed the Commissioner's reg-
ulation without reservation but have continued to distinguish between 
options which were intended as compensation and options which were 
granted as a proprietary interest. It appears that the reported cases 
on this subject relate to options arising before the enactment of the 
Revenue Act of 1950. Although it is difficult to summarize the facts in 
each case and to single out the ones which influenced the Court's 
opinion, it appears appropriate to mention some of the cases which have 
been reported. 
On May 28,1954 the Tax Court held in the case of Philip J . Lo Bue 
(22 T . C . No. 58) that the petitioner realized no income in 1946 and 1947 
upon the exercise of options granted in 1945, 1946, and 1947. In its 
opinion the Court stated that the Commissioner's IT 3795 went beyond 
the holding of the Supreme Court in Commissioner v. Smith, supra. The 
Tax Court paid particular attention to the letters written by management 
at the time the options were granted as evidencing that the essential 
purpose of the corporation was "to provide the key employees with an 
incentive to promote the growth of the company by permitting them to 
participate in its success". It stated that - "The fact that the purchase 
price initially specified by the directors in granting the option rights 
slightly exceeded the then fair market value of the stock negates the 
idea that the rights were authorized with compensation in mind". This 
decision was affirmed by the Circuit Court of Appeals for the Third 
Circuit on June 9, 1955 and petition for certiorari was filed on Sep-
tember 20, 1955. 
The Tax Court followed the Lo Bue case in Robert A . Bowen 
(54.207 Prentice-Hall Memo T.C.) in holding that options were granted 
to give proprietary interests to a selected group of employees rather 
than as compensation for services. In this case the fair market value 
at date of grant was substantially in excess of the option price. The 
Company's announced purpose was to make stockholders of the younger 
management group which would someday take over the direction of the 
business. This case was appealed by the Commissioner to the Circuit 
Court of Appeals for the Seventh Circuit but was dismissed upon motions 
by the parties. 
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In the Case of Charles E. Sorensen (22 T . C . No. 44), options were 
granted to the taxpayer because of his demands during negotiations for 
his employment by a corporation. The options, which were never exer-
cised by him but were sold to a foundation, were held to have been in-
tended as compensation for services. 
Another theory has been adopted by the courts in at least two 
cases: namely, the theory that the measure of the compensation is the 
fair market value of the option at date of grant rather than the excess 
of the fair market value of the stock at date of exercise over the option 
price paid. One of these cases (Comm. v. Estate of Lawson Stone, 
C C A - 3 , 210 F. 2d 33, P - H 1954 Paragraph 72.341) involved the issue of 
saleable stock warrants. The other (McNamara v. Comm., C C A - 7 , 210 
F. 2d 505, P -H 1954 Paragraph 72.389) involved assignable stock op-
tions which were not contingent upon the taxpayer continuing as an 
employee beyond the taxable year in which the grant occurred. 
Another theory which has been advanced seeks to avoid the claim 
that income has been realized by showing that the stock was purchased 
under conditions which severely restricted its immediate use and sale so 
that it had no determinable value in excess of the option price. At least 
two Tax Court cases (Harold H. Kuchman, 18 T . C . 154 and Robert 
Lehman 17 T . C . 652) have adopted this view. In the later case the Court 
held that income did not arise at the time the restrictions terminated. 
F rom the foregoing discussion, it is evident that the present 
status of the law with respect to stock options which do not meet the re-
quirements of Section 421 is not well defined. Until further decisions 
have clarified the law with greater certainty, particularly as to years 
after 1950, the restricted stock option offers the merit of some tax 
benefits with relative certainty, while he who relies on the non-re-
stricted stock option, hoping to obtain immunity from tax at time of 
grant or exercise, proceeds at his own peril . 
PENSION, PROFIT-SHARING, AND STOCK BONUS PLANS 
Another form of deferred compensation, which has come into 
widespread use in recent years, is the pension, profit-sharing, or stock 
bonus plan. 
"A pension plan within the meaning of section 401 (a) is a plan 
established and maintained by an employer primari ly to provide sys-
tematically for the payment of definitely determinable benefits to his 
employees over a period of years, usually for life, after retirement. 
Retirement benefits generally are measured by, and based on, such 
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factors as years of service and compensation received by the employ-
ees. The determination of the amount of retirement benefits and the 
contributions to provide such benefits are not dependent upon profits" 
(Proposed Regulations Section 1.401-1 (b) 1 (i)). 
"A profit-sharing plan is a plan established and maintained by an 
employer to provide for the participation in his profits by his employ-
ees or their beneficiaries. The plan must provide a definite pre-
determined formula for allocating the contributions made to the plan 
among the participants and for distributing the funds accumulated under 
the plan after a fixed number of years, the attainment of a stated age, 
or upon the prior occurrence of some event such as illness, disability, 
retirement, death, or severance of employment" (Proposed Regulations 
Section 1.401-1 (b) 1 (ii)). 
"A stock bonus plan is a plan established and maintained by an 
employer to provide benefits similar to those of a profit-sharing plan 
except that the contributions by the employer are not necessarily de-
pendent upon profits and the benefits are distributable in stock of the 
employer company" (Proposed Regulations, Section 1.401-1 (b) (1) (iii)). 
A plan may involve the creation of a trust or the employees' 
benefits maybe funded through the purchase of annuities. The plan may 
require contributions only from the employer, or both employer and 
employee may contribute. Pension plans may or may not provide for 
past-service benefits. 
The tax practitioner must distinguish between qualified and non-
qualified plans for the tax consequences are different for the two types 
of plans. 
Requirements for Qualification 
Section 401 (a) of the Internal Revenue Code of 1954, which cor-
responds to Section 165 of the 1939 Code, contains four basic require-
ments for qualification of a plan, which requirements may be sum-
marized as follows: 
1. Contributions must be made by the employer, employees, or 
both for the purpose of distributing corpus and income to the 
employees and their beneficiaries in accordance with the plan. 
2. Under the plan the corpus or income must not be used for, or 
diverted to, purposes other than for the exclusive benefit of the 
employees or their beneficiaries. 
3. The plan must benefit 70% or more of all employees, or 80% 
of all eligible employees if 70% or more of all employees are 
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eligible. In making this test, persons employed less than 5 
years, part-time employees working not more than 20 hours per 
week, employees serving no more than 5 months in any calendar 
year, and such other classes of employees as the Secretary of 
the Treasury may permit, may be excluded. 
4. The plan must not discriminate in favor of employees who are 
officers, stockholders, supervisors, or highly-paid employees. 
In the statute, the foregoing requirements are described as appli-
cable to a trust forming part of a plan. They are also applicable, how-
ever, to annuity plans which do not involve the use of a trust (Section 
404 (a) (2)). 
In addition to the statutory requirements, the Internal Revenue 
Service requires that a plan must be permanent, that it must be definite 
and in writing, and that it must be communicated to the eligible em-
ployees (Proposed Regulations Section 1.401-1). 
Exemption from income tax should be obtained for the trust at the 
outset through the filing with the District Director of Internal Revenue 
of certain required data and the issue by the Director of a letter grant-
ing exemption from tax. Annual returns on Form 990-P are required 
to be filed by the trust by the 15th day of the 5th month following the 
close of the trust's taxable year. This return requires a statement of 
receipts and disbursements, balance sheets, data concerning changes in 
trust activities or in the original plan, and an indication that the em-
ployer has filed the required information in support of his deduction for 
contributions to the trust. 
Tax Exemption for Employees Trusts 
A trust which is organized in the United States and which forms 
part of a qualified plan as previously described is granted exemption 
from income tax by Section 501 (a) of the Internal Revenue Code of 1954. 
This exemption is subject to two important exceptions. 
Exemption may be denied if the trust engages in a prohibited 
transaction. The statutory list of prohibited transactions between the 
trust and the employer, a corporation controlled by the employer, or 
a contributor to the trust includes: 
1. Loans made without adequate security and a reasonable rate 
of interest; 
2. Unreasonable compensation paid for personal services; 
3. Services made available on a preferential basis; 
4. Purchases for more than an adequate consideration; 
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5. Sales for less than an adequate consideration; and 
6. Any other transaction which results in a substantial diversion 
of corpus or income to such person. 
Disclosure of any transactions which might be prohibited is re-
quired on Form 990-P. 
Loans made before March 1, 1954, which would result in loss of 
exemption if made on or after this date, may be held to maturity or re-
newed on the same terms, if maturity is not extended beyond December 
31, 1955. Demand loans which have been made without adequate security 
or reasonable interest may not be continued beyond December 31, 1955 
without loss of exemption. 
The second exception to income tax exemption for qualified trust 
lies in the fact that as to taxable years of the trust beginning after June 
30, 1954 qualified trusts are subject to the tax on unrelated business 
income. Any trade or business carried on by the trust or a partnership 
of which it is a member is considered to be unrelated. In the case of 
a qualified trust, indebtedness incurred prior to March 1, 1954, or in-
debtedness incurred after that date to carry out the terms of a lease 
made prior to March 1, 1954, does not constitute business lease in-
debtedness for purposes of the tax on unrelated business income. The 
unrelated business income of a trust is subject to tax at individual rates 
unless the trust is classified as an association taxable as a corporation. 
A return of such income must be made by the trust on Form 990T by 
the 15th day of the 4th calendar month following the close of the trust's 
taxable year. 
Beneficiaries of Employees Trusts 
If contributions are made to a nonexempt trust, the amount con-
stitutes taxable income to the employee in the year the contribution is 
made if his beneficial interest is nonforfeitable at that time. The 
amounts actually distributed by the trust are taxed as an annuity and the 
amounts reported as income in the years of contribution become a part 
of the basis of the annuity. If the employee's rights are forfeitable at 
the time of contribution, there is no realization of taxable income at 
that time. There is one case under the 1939 Code which indicates that 
if the employee's rights are originally forfeitable, income is realized in 
the year in which they become nonforfeitable (Morse v. Commissioner 
202 F (2d) 69, 43 A . F . T . R . 257). 
If contributions are made to a qualified trust, no taxable income 
is realized by the employee at the time of contribution. Distributions 
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to the employee by the trust are taxed in the manner prescribed for 
annuities. Where the amounts to be received during the first three 
years of the annuity will exceed the employee's total contributions 
toward the cost of the annuity, the amounts received are applied first to 
the return of capital and are thereafter taxable in full. 
An exception to the foregoing rule exists in the case of lump-sum 
distributions within one taxable year of all amounts to which the em-
ployee is entitled as beneficiary of an exempt trust. Whether this dis-
tribution results from death or separation from service, or death after 
separation from service, long-term capital gains benefits are available 
to the employee with respect to the excess of the amount received over 
his total contributions to the plan. 
Lump-sum distributions during one taxable year by an exempt 
trust by reason of the death of an employee qualify for the $5,000 ex-
clusion for employee's death benefits. Where distributions are made in 
property the fair market value thereof is used in computing the tax, 
except that unrealized appreciation in the value of the employer's se-
curities distributed is exempted from tax. Where the distribution takes 
the form of an annuity, up to $5,000 may be added to the basis of the 
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annuity in the hands of the surviving beneficiary. According to the 
Proposed Regulations (Section 1.402 (a)-l (4) (a)) the amount of the death 
benefit is "the accumulation of the premiums paid wholly or partly from 
employer contributions (plus earnings thereon) which is intended to fund 
pension or other deferred benefits under a pension or profit-sharing 
plan, and as to which the inclusion in income has been deferred". From 
the death benefits as thus determined must be deducted the value of the 
employee's nonforfeitable rights. The death benefit exclusion is not 
available in the case of joint and survivor's annuities where the due date 
of the first payment precedes the date of death. 
Under the 1954 Code, employee benefits under qualified plans are 
exempt from estate tax except to the extent attributable to the em-
ployee's contribution (Section 2039 (c)). 
Beneficiaries of Annuity Plans 
The rules relating to the taxation of beneficiaries under annuity 
plans are basically the same as those which have been described in 
connection with trusteed plans. 
If annuities are purchased by the employer under a nonqualified 
plan and if the employee's rights under the contract are nonforfeitable, 
the employer's contribution represents taxable income to the employee 
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and such amounts become a part of the basis of the annuity in his hands. 
If the employee's rights are originally forfeitable, income, the Morse 
case suggests, is realized in the year in which his rights become vested. 
If annuities are purchased under a plan which qualifies under the 
requirements of Section 401 (a), no income is realized by the employee 
at the time of purchase and the amounts received by the employee after 
retirement are taxed in the manner prescribed for annuities. 
The availability of the $5,000 death benefit with respect to an-
nuities received under qualified plans has been discussed. 
A distinction must be drawn between annuity contracts to which 
the preceding discussion has reference and retirement income, endow-
ment, or other life insurance contracts which may be purchased and 
distributed as part of the plan. In such instances, the portion of the 
employer's contribution representing the cost of life insurance protec-
tion represents income to the employee in the year of contribution 
(Proposed Regulations, Section 1.402 (a)-l (3) (i)). If such a contract is 
distributed to the employee, the entire value thereof is taxable income 
to the employee to the extent that he fails to irrevocably convert the 
policy into a pure annuity contract within the 60-day period specified in 
Section 72 (h) (Proposed Regulations, Section 1.402 (a)-l (2)). In the 
event of the death of the employee the cash value of the policy is re-
garded as a distribution from the trust and is subject to the death 
benefit provisions, while the remaining proceeds are treated as life in-
surance excludable under Section 101 (a) (Proposed Regulations, Section 
1.402 (a)-l (4) (b) and (c)). The portion of the cash value to be reported 
as death benefits is limited to the lesser of $5,000 or the amount by 
which it exceeds the value of the employee's nonforfeitable rights (Pro-
posed Regulations, Section 1.402 (a)-l (4) (d) (ii)). 
Deduction of Employer's Contributions 
If the employer makes contributions to a nonqualified plan, he is 
entitled to a deduction if the employee's rights are nonforfeitable at the 
time the contribution is made, assuming that the total compensation of 
the individual employees is reasonable. If the employee's rights are 
forfeitable in the year of contribution, the proposed regulations indicate 
that a deduction will not be allowed at any time even if the employee's 
rights become vested at a later time (Proposed Regulations, Section 
1.404 (a-12)). 
If the employer makes contributions to a qualified plan during the 
year, or by the time prescribed for filing his return in the case of an 
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employer who reports on the accrual basis, he is entitled to a deduction 
subject to the various statutory limitations. 
In the case of pension trusts either of two limitations may be 
applied to the annual contribution. Under one alternative, the deduction 
is limited to 5% of the compensation of covered employees plus an 
amount necessary to provide the unfunded cost of past and current 
service benefits spread as a level amount or as a level percentage of 
compensation over the future service of employees. Under the other 
alternative, the deduction is limited to the normal cost of the plan as 
actuarily determined plus an amount not to exceed 10% of the cost of 
past-service benefits. Excess contributions to a pension trust may be 
carried over to succeeding years for deduction to the extent that the 
amounts paid in a later year are less than the maximum allowable de-
duction for such year under the same limitations. 
These same limitations apply to the purchase of annuities under 
qualified, non-trusteed plans. In such cases refund of premiums must 
be applied toward the purchase of annuities within the current or next 
succeeding taxable year. 
Contributions to one or more stock bonus and profit-sharing 
trusts are limited to 15% of the compensation of covered employees. If 
the amount paid into the trust under the formula contained in the plan 
is less than the 15% limitation, this unused amount may be carried over 
to succeeding years. The amount to be so deducted in any succeeding 
year is limited to the lesser of (1) 30% of the compensation for the year 
or (2) the excess of the maximum allowable deduction for all prior 
years over the actual total of allowable deductions in prior years. Where 
the contribution under the plan formula exceeds the 15% limitation, the 
excess is a carry-over to later years in which the contributions under 
the plan formula are less than 15%. 
There is an overall limitation of 25% of the compensation of 
covered employees where there are two or more trusts, or a trust and 
an annuity plan. 
Where an affiliated group exists, that is, where control through 
80% or more of voting power exists, and contributions are made to a 
profit-sharing plan by one or more members on behalf of a member who 
was prevented from so doing because of the absence of the necessary 
earnings and profits, such contributions are deductible by the contrib-
uting members subject to certain limitations. If a consolidated return 
is filed, the deduction is limited to the extent of the current or accumu-
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lated earnings and profits of the contributing members and may be 
divided among them as they choose. If separate returns are filed, a 
proration of the contribution based on the accumulated earnings and 
profits of all members of the group is required and the deduction so 
allocated is limited to the member's accumulated earnings and profits. 
The employer is required by the regulations to file certain infor-
mation in support of his contribution with the District Director of In-
ternal Revenue. Apart of this information must be included with the tax 
return. The remainder must be filed within 12 months after the close 
of the taxable year and identified for association with the related return 
(Proposed Regulations, Section 1.404 (a)-2). 
Unfunded Plans 
The foregoing discussion has related to deferred compensation 
arrangements wherein the employer's obligations to its employees are 
funded through a trust or the purchase of annuities. There remains to 
be considered the unfunded arrangement. 
We are all familiar with the situation where the employer pays 
pensions to retired employees or their beneficiaries as a matter of 
grace and not as a matter of formal contractual obligation. In such 
instances, the deductibility of the payments by the employer and their 
taxation to the employee occurs in the same year except to the extent 
that the use of the cash v. the accrual method may affect the result. 
The $5,000 death benefit is available under the 1954 Code in cases 
where no contract exists but is limited to $5,000 per employee rather 
than $5,000 per employer as was formerly the case (Section 101 (b)). 
Also to be considered, is the unfunded but contractual promise to 
pay retirement benefits to the employee or his beneficiary. The em-
ployer, it appears from the Proposed Regulations (Section 1.404 (b)-l), 
will receive no deduction "until the year in which the compensation is 
paid". On the employee's side, it appears that he also will realize no 
income until the year in which the compensation is paid. In this con-
nection, it appears advisable to include in the contract obligations on 
the part of the employee to advise and consult, to refrain from com-
petition with the employer, and such other provisions as will render the 
employee's rights forfeitable until the year in which each payment is 
due. 
Unfunded arrangements for deferred compensation, it should be 
recognized, offer less security to the employee in that his rights are 
subject to the financial ability of the employer to pay in his retirement 
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years. Accordingly, the qualified plans which provide deferment of tax 
for the employee, immediate deductions for the employer, and the se-
curity of a trusteed or purchased annuity arrangement, are becoming 
increasingly popular today. 
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